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The cited text takes as its foundation the static model of
competitive equilibrium. As discussed above in Section II, a
competitive market is a living, dynamic process always in motion
toward an ever-moving target, the competitive equilibrium. A
dynamic competitive market does not guarantee equal earnings, rates
of return, or productivity growth rates.

The important point is that "the fact that the heterogeneity in
earnings exists" (emphasis added) provides no more justification for a
multiple X-factor paradigm than it does for a single industry-wide 'X'
model. The only proper basis for a multiple 'X' framework is that
given at the beginning of this section:

The prima facie case for multiple 'X's requires that (a)
economic conditions beyond the LECs' control vary across
markets, (b) they vary in ways that are expected to naturally
and inevitably influence the firms' productivity performance,
and (c) the effects of these differences in economic
conditions on industry-average 'X' can be quantified in ways
consistent with economic principles.

v. CONCLUSION

An industry-average X-factor based on moving averages is clearly
superior to any model of LEC-specific X-factors. A single-industry 'X' is
consistent with economic principles and does not distort LEC
incentives to maximize productivity growth. LEC-specific paradigms
are condemned by the fact that superior performance is penalized
with rising X-factors and inferior performance is rewarded with
reduced X-factors. Moreover, in contrast to the hallmark
characteristic of price-taking behavior in a competitive marketplace,
LEC-specific X-factors give firms market power, their behavior today
can affect their prices tomorrow.

A single-industry 'X' also dominates a paradigm establishing a
finite number of X-factors for subsets of "homogeneous" LECs. As a
matter of economic principles, differences in LEC earnings do not
establish the prima facie case for establishing multiple X-factors. They
in no way rebut the case for a single 'X'. Short of a careful investigation
of the "precise causes of variation among companies" and
quantification of the importance and magnitude of these differences,
the single 'X' model remains the preferred policy tool.

The relative advantages of a single 'X' model are considerable.
Combined with a moving-average process, it satisfies all three FCC
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criteria for an appropriate X-factor paradigm. It is soundly based in
economic principles. It guarantees that ratepayers will share in on
going productivity gains. It is simple to implement and is based on
data easily subject to public scrutiny. At best, any multiple X-factor
model fails to satisfy, at least, the first and third criteria. At worst, a
multiple 'X' model may induce firms to engage in strategic behavior in
order to change their subset classification and/or the magnitude of
their 'X' adjustment. Since productivity growth is unambiguously
welfare improving, the X-factor model must be designed to maximize
the LECs' incentives to improve productivity. Whether evaluated on
this ground alone or on the full set of criteria enunciated by the FCC,
the single X-factor paradigm clearly dominates any LEC-specific or
multiple 'X' model.

Frank M. Gollop
Professor of Economics
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